


General Business Conditions 


HE steel strike, now dragging into its 
twelfth week, is beginning to pinch. 
Durable goods fabricators, braced for 
a long strike, had maintained a high 
rate of operations out of inventories 
through mid-September. In the latter part of 
the month, however, reports of layoffs, shortened 
work weeks, and shutdowns were more frequent. 
On September 25 the union, referring to the 
companies’ resistance to employment cost in- 
creases as a “farcical filibuster,” withdrew from 
the bargaining table. President Eisenhower, 
concerned with the threat of spreading steel 
shortages to industrial activity, has declared that 
he will “use every conceivable personal and off- 





cial influence available . . . to break the impasse.” 
The obvious recourse is to invoke the emergency 
powers provided under the Taft-Hartley Act. 


Despite the crippling of one of the nation’s 
chief industries and the spreading impact of steel 
shortages, the economy, as Mr. Khrushchev might 
have noted in his recent tour, has been strong 
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and vigorous. Retail trade is well sustained. 
Business, counting on renewed growth to new 
heights after major labor disputes are settled, 
has stepped up plans for new plant and equip- 
ment outlays. Symptomatic of potential over- 
strain on the nation’s productive capacity, and 
on the savings supply, credit has tightened and 
interest rates have risen further. 


Industrial activity apparently slipped a bit 
further in September as a result of steel short- 
ages, strikes in nonferrous metals industries, and 
the continuing model changeover in the auto- 
mobile industry. The latest Federal Reserve in- 
dex of industrial production (seasonally adjust- 
ed, 1947-49 = 100) declined four points in Au- 
gust to 149. Including the dip of two points in 
July, over-all production dropped 4 per cent from 
the record June level. Excluding the primary 
metal and automobile industries, however, all 
other types of manufacturing combined were 
somewhat higher in July and August than in June. 
Producers of nondurable goods, operating at 
record levels in August, are looking optimistically 
toward the fall season. 


Stalemate in Steel 


Steel stocks have lasted longer than many an- 
ticipated. The trickle of steel available from 
mills still operating, together with imports, 
swaps, and special purchases, helped business- 
men fill thin spots in their inventories. With 
every week that passes, however, supplies are 
getting smaller and more unbalanced. Even 
after the strike ends it will take time to get fur- 
naces repaired and back into production and to 
restore finished steel shipments to prestrike levels. 


Considering the way in which incomes and 
consumption have been sustained, the main im- 
pact of the strike so far has been to work off 
abnormally high steel stocks and to push demand 
ahead to a later time. However, should layoffs 
because of steel shortages begin to snowball in 
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a wide range of industries, there is the danger of 
sales losses which will not be recouped. 

The Executive has been provided by the 
Taft-Hartley Act with a legal means of dealing 
with such situations. When, in the opinion of 
the President, a strike imperils the national health 
or safety, he may, after receiving a report from 
a board of inquiry, direct the Attorney General 
to obtain a federal injunction suspending the 
strike for 80 days. If a settlement has not been 
reached by the end of 60 days, the fact-finding 
board’s report is made public, and the Naiional 
Labor Relations Board must then take a vote of 
the workers on management's last offer. If the 
issues continue unresolved beyond the 80-day 
period and the strike resumes, the President may 
submit recommendations to Congress. 


Neither party has favored invoking the Taft- 
Hartley procedure. The steelworkers union, al- 
though resisting an approach which would re- 
store employment and production, has repeatedly 
called for a government-appointed fact-finding 
commission with power to recommend a settle- 
ment. Steel management feels that a contract 
should be reached by the process of free col- 
lective bargaining without government interven- 
tion. 

Complicating the situation is the fact that 
wage negotiations in a number of industries are 
hanging fire until the nature of the steel settle- 
ment is known. Metal fabricators and aluminum 
producers are foremost among those seeking to 
use the steel pact as a yardstick. In addition, 
strikes are under way at some copper mines 
and smelters, meat packers, and glass container 
manufacturers. Important contracts with East 
and Gulf Coast longshoremen ran out September 
30 and those with railroad brotherhoods expire 
a month later. With all these negotiations in the 
balance, a truly noninflationary settlement for 
steel is critically essential. 


Confident Consumers 


Payroll losses caused by the strike have made 
only a slight dent in over-all consumer spending 
power. During the first half of this year, the 
seasonally adjusted annual rate of personal in- 
come rose an average of $2.8 billion per month 
to $384 billion in June. Despite the payroll cuts 
caused by the strike, the momentum of rising in- 
comes in other lines kept the total at record 
levels in July and within one per cent of its peak 
in August. 

Consumers have been spending freely out of 
these high incomes on both durable and non- 
durable goods. Their confidence: in the outlook 
has been convincingly expressed in the increased 


volume of major purchases — automobiles and 
appliances particularly — and in their willingness 
to commit their future income through credit 
purchases. The expansion in consumer instal- 
ment credit during the five months ended July 31 
(latest data available) was the sharpest since the 
1955 credit boom. The net growth in instalment 
credit outstanding has added half a billion dol- 
lars a month to consumer spending power dur- 
ing this period. Nearly two thirds of this credit 
expansion has been in-automobile paper. 


Despite the rapid rise in debt, there is little 
indication that consumers are taking on more 
debt than they can comfortably handle. For the 
past year, the rising level of instalment credit 
repayments has roughly kept pace with the rise 
in disposable income. In fact, the proportion of 
current income earmarked for instalment debt 
repayment so far this year has been consistently 
below that prevailing in 1957. 


The relatively high level of new housing starts 
and the record growth in mortgage debt during 
the second quarter also attest the mood of peo- 
ple to borrow and spend more freely. In August, 
housing starts had drifted downward to an an- 
nual rate of 1,340,000 — about 100,000 units be- 
low the April peak, but still the highest rate for 
any August since 1950. Some future weakening 
in the home-building industry is widely antici- 
pated because of the tight money situation. How- 
ever, this decline may be slowed by the large 
volume of financing commitments still outstand- 
ing, the recent increase in interest rates on gov- 
ernment-insured mortgages to 5% per cent, and 
the effects of the Housing Act of 1959, which 
permits lower downpayments and higher maxi- 
mum mortgages. 


Capital Spending and Profits 


Businessmen have also demonstrated that un- 
certainties of the steel situation have had little 
effect on their long-range plans. A survey taken 
by the Securities and Exchange Commission and 
the Department of Commerce about a month 
after the strike started showed that business 
spending on new plant and equipment is being 
enlarged. Such outlays are now expected to total 
$33.3 billion in 1959, up 9 per cent from 1958. 
By the fourth quarter of this year, the annual 
rate of capital expenditures is scheduled to reach 
$35.3 billion, 18 per cent higher than in the cor- 
responding 1958 quarter and within 7 per cent 
of the third quarter 1957 peak of $37.8 billion. 
Available information on machinery orders, in- 
dustrial building contracts, and new capital ap- 
propriations by corpomtions indicates a further 
increase in business fixed investment in 1960. 
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In the past, plant and equipment expenditures 
have tended to respond after a lag of six months 
or so to an increase in the flow of funds avail- 
able for such purchases, notably depreciation 
charges and undistributed profits. Any business- 
man knows of capital projects which he might 
undertake if he had the money. When profits 
are rising and the outlook is favorable, he is in 
a mood to go ahead with such projects. Similarly, 
a reduced flow of profits usually provokes second 
thoughts about further plant and equipment 
purchases. Thus, the peaking out of retained 
earnings and depreciation charges in the fourth 
quarter of 1956 was a clue to the topping off 
of the rise in capital spending in the third quarter 
of 1957. The upturn in undistributed profits in 
the second quarter of 1958 was followed by re- 
covery in plant and equipment outlays in the 
fourth quarter. Similarly, to the extent that the 
resurgence of activity widely anticipated after 
settlement of the steel strike is accompanied by 
rising profits, it will give a further impetus to 
capital spending. 

Fundamentally, this dependence of capital 
spending programs on profits trends underlines 
the basic role of profits in underwriting economic 
growth. Profits supply the means for payment, 
the creditworthiness for borrowing, and the in- 
centive for expansion. 


Tightening Money and 
Capital Markets 


With all the confidence that business will surge 
forward again once the steel strike ends, the 
question is raised with increasing frequency as 
to whether a new boom can long endure in the 
face of rapidly tightening money and capital mar- 
kets. Better business, sustained home building, 
and enlarged auto sales will need more credit. 

Some people have used the word “crisis” to 
describe the deterioration of bond prices. This is 








too harsh a word for a situation where money 
rates and bond yields are barely rising into the 
range which was normal for prosperous years 
prior to 1930. On the other hand, the rate of 
advance over the past fifteen months has created 
acute tensions in the market as well as difficul- 
ties for the Treasury in designing new securities 
that people will want to buy. 

Save for warnings to banks not to rely on con- 
tinuous borrowings to supplement loan resources, 
the Federal Reserve has taken no action to in- 
tensify credit tightness. During September the 
customary measure of —_ on the banks, 
borrowings from the Federal Reserve minus ex- 
cess reserves, continued to average around $500 
million a day, as it has for several months, The 
stringency has developed naturally out of ex- 
cessive pressures of demands for borrowed money 
in an environment where inflationary fears lead 
investors to demand higher interest rates. 


The tightness showed itself in increased in- 
terest rates and in offerings of bonds at deep 
discounts by lenders raising money to cover loan 
commitments. Financial institutions — especiall 
commercial banks subject to the Federal Re- 
serve’s Regulation Q which limits interest rates 
payable on time deposits — were faced with de- 
posit withdrawals through inability to compete 
with rates available on open market investments. 
The situation is bearing with special severity on 
central money market banks, thong drains on 
foreign time deposits, and, nationwide, on sav- 
ings institutions supplying funds for home mort- 
gages. Meanwhile, the stock market weakened, 
partly as a reaction to the higher yields available 
on interest-bearing investments. 

Reflecting the costliness of disposing of bonds 
at losses, and the availability in the market of 
U.S. Treasury obligations offering higher rates, 
the banks on September 1 advanced the prime 
loan rate (the rate charged business borrowers 
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of the highest credit standing) from 4% to 5 per 
cent. Ten days later the Federal Reserve Banks, 
recognizing higher scales of bank loan charges 
as well as the considerably increased yields pre- 
vailing in the market, initiated an increase from 
3% to 4 per cent in their discount rates. 


The erosion of bond prices was rapid and con- 
tinuous from mid-August to penne soot This 
was surprising in view of the fact that the Treas- 
ury has been denied the opportunity to offer 
additional long-term bonds by the refusal of 
the Congress to remove the old statutory 4% per 
cent rate limit on Treasury bond issues. The 
aetion of the Congress had a perverse effect upon 
the bond market, alerting people to the unsound 
financing policies being enforced upon the Treas- 
ury and weakening the willingness of people to 
buy bonds. There continued to be a good small- 
order buying interest, around a par level, in 4% 
per cent four-year nine-month notes put out by 
the Treasury in its August refunding, but older 
note and bond issues, carrying coupons of 4 per 
cent or less, deteriorated seriously in market price 
quotations. The old 2%s moved into new low 
ground, the so-called “bank” 2%s due in Septem- 
ber 1972 drifting to an 80 level. 


As happened in the 1956-57 period of tight 
money, the yield curve on Treasury obligations 
developed a hump in the two- to five-year 
maturity range, reflecting heavy concentration 
of obligations in this area as well as the fact 
that this is the range where bank transactions are 
most important. For example, the 2% per cent 
bonds due November 1961, the biggest of all 
Treasury bond issues, declined to 95 raising the 
yield offered the investor to 4.97 per cent. The 
2% per cent bonds due February 1965, so eagerly 
sought by speculators at premium prices when 
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issued in June 1958, broke as low as 89% to 
raise the yield offered the investor to 4.91 per 
cent. 

Jump in Bill Yields 


The most dramatic movements in yields were 
reserved for Treasury bills, which reacted with 
a vengeance to increased supply as well as to 
increased general pressures of demand for bor- 
rowed money. The outstanding amount of Treas- 
ury bills has been increased from $22.4 billion 
as recently as June 30, 1958 to $37.1 billion at 
present, with still more issues expected. 


In the regular auctions each Monday, the 
average cost to the Treasury of raising money on 
91-day Treasury bills rose continuously from 
8.04 per cent on the issue dated August 6 to 
4.17 per cent on the issue dated September 17, 
a sequence that spelled a succession of losses to 
underwriters. On the weekly issues of 182-day 
bills, the rise ran from 3.69 per cent on the issue 
dated August 18 to 4.90 per cent on that dated 
October 1. Longer dated bills, already at higher 
yield levels, rose almost as spectacularly. 


Underwriters of new corporate and state 

and municipal bond issues had a difficult month, 
frequently having to accept losses to move se- 
curities. The Bond Buyer index of yields on 20 
high-grade municipal bonds reached 3.81 per 
cent on September 17, equaling the twenty-four 
year peak touched briefly around the end of 
une. To place new issues of corporate bonds 
of the highest grade it became necessary to offer 
yields well beyond 5 per cent. In the circum- 
stances, quite naturally, rates on mortgages 
tended to advance and it became more difficult 
to arrange financing of new construction. 


People looking ahead expect increased private 
credit demands with the settlement of the steel 
strike and the acceleration of activity that will 
naturally follow. No doubt the Federal Reserve 
authorities will provide for usual seasonal en- 
largement in the credit base to tide the economy 
over the peak pressures that develop with the 
approach of the year end. 


But on top of private credit demands, the 
Treasury regrettably also must raise money to 
cover debt redemptions and seasonal needs 
since, even in these prosperous times, we have 
not been able to develop more than a token sur- 
plus in the federal budget. Moreover, by its 
refusal to raise the 4% per cent rate limit on 
Treasury bond financing, Congress has put the 
whole world on notice that the Treasury is in a 
strait jacket and will have to obtain all the funds 
it needs in an already congested short-term 
market. 
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We will have opportunity, when Congress re- 
convenes in January, to reduce the pressure the 
Treasury is putting on the market. Eliminating 
the interest rate ceiling on bonds would give 
the Treasury access to the supply of true long- 
term savings and permit it to spread out its 
money demands over the whole range of ma- 
turities. Holding down federal expenditures 
could produce budget surpluses which everyone 
agrees are appropriate in prosperity, permitting 
debt retirement and thus releasing nhs for 
home building, business investment, new schools, 
and other needed local public improvements. 


Meanwhile, the effects of tight money are not 
easy to appraise. It is generally agreed that it 
has considerable impact on the mortgage mar- 
ket and home construction. But the timing of its 
restrictive impact elsewhere in the economy is 
more uncertain, The expansive forces in the 
economy may well prove strong enough to con- 
tinue to make progress, though at a slower rate, 
in the face of tight money. The desirable out- 
come would be a pace of advance which can be 
sustained. 


The Radcliffe Report in an 
American Perspective 


The Radcliffe Report, published a month ago, 
has aroused considerable interest not only for 
its possible impact on British monetary policy 
but also for influences on thinking in this coun- 


try and elsewhere. 


The Report is the product of the Committee on 
the Working of the Monetary System, headed 
by Lord Radcliffe. The Committee, it should be 
recalled, was appointed in May 1957, four months 
before the last sterling crisis, by Mr. Peter Thor- 
neycroft, then Chancellor of the Exchequer. It 
consisted of nine members and included two 
university economists, two bankers, two indus- 
trialists, and two trade union officials. The task 
was to make a searching review of British mone- 
tary structure and policies. 


The Committee spent two years gathering ex- 
pert testimony, from the financial community 
and universities as well as the Treasury and Bank 
of England. The Report, which runs to 339 pages 
of text, strips some of the veil of secrecy that 
traditionally has surrounded operations of “the 
authorities” (the Treasury and Bank of England) 
and incidentally urges the Bank to gather and 
publish more information. Most challenging are 
the far-reaching recommendations on interest 
rates and public debt management. 


The Committee adopted the Report unani- 
mously though differences of view show them- 
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selves in some lack of coherence. Treating fiseal 
policy as outside its terms of reference, the Re- 
port does not come to grips with needs for solid 
control over government outlays to protect the 
value of money. But, on the whole, the authors 
are bold and provocative. It is in the stimulation 
of thought that the significance of the Radcliffe 
Report resides. 


Treasury-Central Bank Relationships 


The Report proposes that the Bank of Eng- 
land, nationalized in 1946, be made even more 
closely than today a working part of the Govern- 
ment. The Committee, while finding relation- 
ships with the Government “generally satisfac- 
tory” and conceiving the Bank’s position as non- 
political, suggests certain modifications in the 
present arrangements. 


The recommendation that attracted most at- 
tention here is that changes in “Bank rate” (the 
discount rate) be made “in the name of the 
Chancellor and on his authority.” The Report 
also proposes creation of a “standing committee” 
on monetary policy, presided over by a Treasury 
official and including the Governor and three 
other representatives of the Bank in a total mem- 
bership of twelve. 


Subordination of the central bank to the Treas- 
ury, long accepted in Britain, is against the grain 
of American policy. The Federal Reserve Sys- 
tem does in fact cooperate with the Treasury in 
the timing of its policy moves so far as is con- 
sistent with the maintenance of a stable econ- 
omy. The Federal Reserve Board advises the 
Secretary of the Treasury of discount rate de- 
cisions. But our practice — unlike the British — 
is to keep the Federal Reserve System as an 
instrument of the Congress independent of the 
Treasury. As Senator Douglas pointed out, “good 
fences make good neighbors.” 


The Reserve System did accept a position of 
subordination during World War II and up to 
1950. The experience was that “pegging” interest 
rates on government securities made the Federal 
Reserve an “engine of inflation.” In August 1950, 
discount rates were raised against the objections 
of the Secretary of the Treasury, and in March 
1951 the bond market was “unpegged.” In April 
1956, another Secretary of the Treasury ques- 
tioned the wisdom of discount rate advances. 
Asked to comment, President Eisenhower pointed 
out that the Federal Reserve Board is set up as 
a separate agency of Government: “It is not 
under the authority of the President, and I really 
personally believe it would be a mistake to make 
it definitely and directly responsible to the politi- 
cal head of the State.” 
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In both these cases, the Federal Reserve was 
correct in evaluating the needs to restrain infla- 
tion. But the real point is that, being independ- 
ent, the Federal Reserve can take necessary but 
unpopular restrictive actions for which a Sec- 
retary of the Treasury might not wish to take 
political responsibility. Concerned with his fi- 
nancing problems, moreover, the Secretary is 
naturally tempted to favor cheap money. 

It should be recalled that the Secretary of the 
Treasury was ex-officio chairman of the Federal 
Reserve Board under the original Federal Re- 
serve Act, but was dropped from Board member- 
ship under the Banking Act of 1935. The late 
Senator Glass gave the reason out of personal 
experience: 

. when I was Secre of the Tr —I would 
not say in an offensive a that I aaintanned the Board, 
but I, at least, had considerable influence with the action 


of the Board, and I have suspected — being like Senator 
Couzens, naturally of a suspicious nature —I have sus- 


ed that frequently since the Secretary of the Treasu 
to hal et ations upon én bowl, and I rd 
not think he ought to be there. 

Perhaps the pound, afflicted by five crises since 
World War II, could have stood up better if the 
Bank of England had retained a greater measure 
of independence. There is a question whether 
there might have been fewer crises if the Bank 
had been free to act promptly —and therefore 
gradually — when adverse trends set in. The nat- 
ural result of needs for political clearance is 
to delay action and to require what the Report 
condemns as page deals”: several emergency 
steps, simultaneously announced, to counter 
acute crisis. 


The Bank’s Role in Debt Management 
Unlike the situation here, and helping to ex- 
plain the closeness of relationship with the 
Treasury, the Bank of England has direct re- 
sponsibilities for management of the public debt 
and government investment accounts. Moreover, 
the Bank assures the success of government bor- 
rowings. It directly underwrites new Treasury 
bond issues and disposes of them gradually. 
Through operations in the market, as well as 
through the availability of the discount window 
to the twelve “discount houses” which form the 
bill syndicate, it not only guarantees that all 
Treasury bill offerings will be taken up but also 
stabilizes their market and makes them readily 
interchangeable with cash for the holder. The Re- 
rt is not critical of these general arrangements 
although it mildly disapproves the “cartelisation 
and orderliness of the short market” and favors 
broader participation in the weekly bill auctions. 
The institutional structure is radically differ- 
ent in the United States. While the Federal Re- 





serve, on occasion, has rescued Treasury new 
issues from failure, it has no continuing recog- 
nized responsibility to guarantee the success of 
the Treasury's efforts to borrow money. 

The Federal Reserve buys and sells Treasury 
bills actively. However, these transactions are not 
aimed at regulating yield levels but at controlling 
the pressure on the reserve position of banks. 
Thus, U.S. bill yields, as determined in weekly 
auctions, have much more freedom to fluctuate 
and to reflect changing conditions of demand 
and supply. Sustained movements in bill yields 
work their way throughout the rate structure and 
vitally affect the availability of credit, long-term 
as well as short-term, without direct Federal Re- 
serve intervention in the long-term market. 


The Federal Reserve System since 1953 has 
adhered in general to what has been called a 
“bills only” policy, which is to say that it rarely 
purchases or sells other classes of government 
securities — certificates, notes, and bonds. When 
the Treasury contemplates new financing in 
these types of obligations, it must appraise the 
free market, try to find rates that will appeal 
to investors, and take a chance on the outcome. 
It does consult with the Federal Reserve in 
working out its financing problems, but the Fed- 
eral Reserve offers no guarantee of success. 


The Radcliffe Committee, while approving 
official control of interest rates, does not — in 
mind the use of central bank powers of money 
issue to cheapen borrowing rates for the benefit 
of government. Contrariwise, it would impose 
fluctuations in interest rates to help stabilize the 
economy. 


Money Supply vs. Liquidity 

In view of the equivalence of Treasury bills 
to cash —and also because of the existence of 
assets that must be “reckoned seriously as near- 
money, such as savings deposits, shares in 
“building societies” (savings and loan associa- 
tions), and short-term debt instruments general- 
ly —it is not surprising that the Radcliffe Com- 
mittee belittles the importance of “money sup- 
ply,” conventionally defined as currency plus 
checking account deposits: “Spending is not 
limited by the amount of money in existence; 
but it is related to the amount of money people 
think they can get hold of, whether by receipts 
of income . . ., by disposal of capital assets or 
by borrowing.” 

The Committee holds that the proper method 
for monetary policy to affect financial conditions 
and, through them, the level of demand, is not by 
altering the money supply alone but by varyin 
the degree of liquidity, not only of banks but also 
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of other financial institutions and the economy 
at large. By liquidity the Report means the ease 
of turning assets into cash at any particular 
time. Thus, when it is desired to stimulate credit 
availability, the Bank would be expected to buy 
Treasury bonds to drive their prices up and cre- 
ate profits so that holders would be more liquid. 
Conversely, when it is desired to restrain avail- 
ability of credit, the Bank should sell bonds 
to drive their prices down so that holders would 
have losses and be less liquid. 

The Report observes that debt funding — 
lengthening government debt maturities — has 
been “an aid to monetary control.” For the future, 
however, it wants from debt management more 
than mere “aid”; it regards it as a key opportunity 
to influence interest rates, over-all liquidity, and 
total demand for goods and services. Govern- 
ment debt, “if burdensome to the financial au- 
thorities in other respects, affords in this respect 
an instrument of singular potency.” 

In our view debt management has become the funda- 
mental domestic task of the central bank. It is not 
open to the monetary authorities to be neutral in their 
handling of this task. They must have and must con- 
sciously exercise a positive policy about interest rates, 
long as well as short, and about the relationship between 
them. 

The Committee accordingly recommends that 
the authorities “take a view as to what the long- 
term economic situation demands and be pre- 
pared by all the means in their power to in- 
fluence markets in the required direction.” 

In the Committee’s view, such a policy would 
contrast with that followed during much of the 
postwar period in that “the authorities should 
be taking a view on long rates rather than short.” 
The Report agrees that “in the present state of 
world opinion” the Bank rate has “considerable 
external significance;” but it has doubts about 
its real domestic effects. This opinion has, how- 
ever, been challenged —among others by The 
Economist, which recalled that the emergency 
7 per cent discount rate put in force to counter 
the sterling crisis of September 1957 turned the 
tide singlehandedly. 


Debt Funding 


The Radcliffe Committee points out that an 
“excessive supply” of short-dated debt, a legacy 
from World War II, has been “a constant source 
of embarrassment” to the authorities in their 
efforts to control inflation. It commends the 
authorities for recognizing the problem and work- 
ing to hold down bill financing but criticizes 
excessive financing with short bonds. It re- 
proves the debt managers for being overly timid 
in their efforts to put out long bonds: “Over 


most of the period the authorities have not been 
one to force interest rates on the longer 

nds upwards in order to tempt holders of short 
bonds to switch to long bonds. 


These portions of the Report should be 
required reading for the U.S. Congress. The 
glaring weakness in American defenses against 
inflation is the concentration of public debt ob- 
ligations approaching maturity. There has been 
a slowly forming recognition of this problem over 
the past decade. But little has been done. Dur- 
ing the last years of the Truman Administration, 
Secretary of the Treasury John W. Snyder re- 
introduced intermediate-term financing. Under 
President Eisenhower, Secretary of the Treas- 
ury George M. Humphrey put out a small issue 
of 3% per cent thirty-year bonds in 1953 and 
was sharply criticized for paying such an “ex- 
travagant” rate of interest. In 1955, the Treasury 
offered, on two occasions, 8 per cent bonds due 
in 1995, creating what are still the longest-term 
obligations the U.S. Treasury has outstanding. 


In 1957, the Senate Finance Committee, in its 
“Investigation of the Financial Condition of 
the United States,” forced Secretary Humphrey 
to admit that the shape of the public debt was 
“a mess.” The present Secretary of the Treasury, 
Robert B. Anderson, has put out a number of 
bond issues due after 10 years, generally small in 
size, with rates ranging from 3% to 4 per cent. 
The Treasury no longer can sell bonds because in 
the current market it would have to pay more 
than 4% per cent, a legal limit which Congress 
so far has refused to remove. 

Meanwhile, short-dated maturities have piled 
up as the Treasury has concentrated on short- 
term financing both to raise new money and to 
refund maturities. Incredible though it seems, 
almost three eighths of the publicly-held market- 
able debt comes due within one year; almost 
three quarters is due within five years. The U.S. 
has a much higher proportion of its debt in the 
short-term area than does the United Kingdom 
where, as of March 1958 (latest data available), 
only about one third of the publicly-held market- 
able debt was due within five years. In a press 
conference on September 17, President Eisen- 
hower expressed deep concern about the refusal 
of Congress to reopen the Treasury's access to the 
long-term market, saying that “we are having too 
much short-term financing and all that paper is 
really money... .” 


Need for Attractive Rates 


The Radcliffe Committee rejects forthrightly 
the idea, still sometimes heard in America, that 
bond rates and prices should be “pegged” by 
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official action: “With an assurance of fixed prices 
for all Government bonds, the whole marketable 
debt would become virtually as liquid as a bank 
deposit.” The Committee cites as an example 
the experience in “the United States during 
1945-51, when the prices of the whole range of 
government bonds were pegged by Federal Re- 
serve operations.” 


While cautioning that the “interest weapon” 
should not be used “violently,” because of the ad- 
verse impact on capital positions of financial in- 
stitutions, the Committee states its conviction 
that.the way to enlarge the market for govern- 
ment bonds is to pay more attractive rates. It 
observes that the postwar funding efforts of the 
British monetary authorities would have been 
more successful if there had been less concern 
about unsettling the bond market: 

The task of debt management is therefore to push the 
rate of interest to a level that is high enough to attract 
sufficient firm holders for the debt and is yet consistent 
with a balance between demand in the public sector, de- 
mand in the private sector, and the available resources of 
the economy. 


It rejects the idea that the declines in prices of 
outstanding bonds which accompany higher in- 
terest rates would make it impossible to sell new 
bonds. It regards as “irrational” the contention 
that rising interest rates are “damaging to Gov- 
ernment credit.” It suggests that a combination of 
high interest rates and large government deficits 
may well be right for an “inflation-minded and 
growth-minded world” and “easiest on the tax- 
payer.” 

The Committee suggests that if there were 
today a “normal rate” of interest on long-term 
British Treasury bonds, it might be around 5 per 
cent. Of this return, 2 per cent is felt to reflect 
people’s desire for protection against creeping 
inflation. (The most recent British Treasury 
bond issue was sold last August at 98 to yield 
5.10 per cent. ) 


Curiously, the Committee omits mention of 
extreme income tax rates which cut the effective 
interest return to the investor. 


Supplemental Controls 


Interest rate changes are expected to keep the 
economy on an even keel in “normal” conditions. 
But when the financial system becomes too liquid, 
the “normal” interest-rate instrument will not 
suffice to keep demand suitably restrained. At 
this point, the Committee suggests mopping up 
excess liquidity by “striking directly” at the 
commercial banks, “the biggest. lenders at the 
shortest (most liquid) end of the range of credit 
markets.” 


At the same time, however, the Paget finds it 
“difficult to justify drastic action of this kind, 
unaccompanied by general restrictions on all 
classes of lenders,” and suggests that restraints 
should also be imposed on other financial insti- 
tutions. The reason for this recommendation is 
that all financial institutions are competing in “a 
single market for credit.” Fragmentary controls 
aimed at banks alone would be neither equitable 
nor fully effective. 

This same dilemma has presented itself to 
American theorists who see that tightening re- 
straints on banks, already most closely regulated, 
enlarges the scope for uncontrolled expansion in 
lending — and liquid asset creation — by others. 


The Committee does not examine at any 
length direct controls over prices, allocation of 
materials, and foreign trade and payments, but 
the little it says is — Having remarked 
that direct controls have “the drawbacks com- 
mon to all measures of compulsion,” it notes 
that “in some circumstances” the reinstatement 
of controls like those on building may be “pre- 
ferable to exclusive reliance on monetary policy.” 
It recommends the maintenance of exchange 
controls over capital movements as well as dis- 
criminatory restrictions on imports. The Report 
approves the steps, taken last December towards 
convertibility for nonresidents, but nothing is said 
in favor of giving convertibility to residents. 

Wage controls are mentioned nowhere. In- 
deed, the Report has very little to say about 
wage levels and-the value of money — a moment- 
ous problem in contemporary society. 


Fiscal Policy 


In an otherwise forthright document, discus- 
sion of government expenditure policy is by- 
passed as outside the assignment. Yet it is the 
steady ‘rise in government outlays, accompanied 
by a necessarily heavy burden of taxation, which 
adds to demands in the capital market while sub- 
tracting from the ability of people to save. The 
heavy reliance on short-term finance, which the 
Committee deplores, is the natural resort of a 
Treasury which feels reluctant to test the market's 
capacity to supply more real saving. 

The Report does note the heavy weight of the 
government's demands on the economy, despite 
efforts to hold expenditures back to accommo- 
date tax reforms. The Committee further ob- 
serves that the central government, local authori- 
ties and nationalized industries appropriate no 
less than half of total investment funds. Yet it 
says that “the point of restricting spending in 
the private sector is to enable the public sector 
to get an adequate share of real resources. . . .” 
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The Committee, while commenting that it 
would be idle to strike by emergency measures at 
private spending if spending by government were 
allowed to get out of hand, confesses that “we 
can find no automatic rule for restricting a gov- 
ernment that is determined to spend.” it can 
suggest is that the situation “should be made 
the occasion for a debate in Parliament.” 

A British critic dryly observes that the Com- 
mittee has evidently not grasped even the basic 
fact that Parliament itself is the prime force in 
maximizing public expenditure. 

In the United States in the last 30 years gov- 
ernment spending has also risen rhedt te Never- 
theless, we still have the guiding rule of a bal- 
anced budget, often violated but still respected. 

In borrowings, the Administration, and also the 
Congress with some reluctance, accepts the dis- 
cipline of the money market. While denied power 
to pay more than 4% per cent on bonds due be- 
yond five years, the Federal Treasury pays on 
shorter obligations what the market demands. If 
the Government wishes to cheapen borrowing 
costs it has to restrain its spending, reducing 
amounts of borrowings needed and at the same 
time strengthening trust in the future value of 
the dollar. 

It is now up to the Federal Government, in 
framing the fiscal 1961 budget, to show that it is 
willing to accept the discipline of the market, 
to retrench on expenditures, and to give reassur- 
ance to people at home and abroad that sta- 
bility of the economy, and of the dollar, will be 
protected. Without restraint and discipline in 
government expenditures there are no possibili- 
ties for preserving the value of money. 


France’s Financial Rehabilitation 


France has staged an impressive financial re- 
covery this year. The franc, devalued last De- 
cember, commands renewed respect in the for- 
eign exchange markets. As visitors observe, the 
French people display a new spirit of confidence. 
The broad program of financial stabilization in- 
stituted by President Charles de Gaulle at the 
end of 1958 has laid the groundwork for steady 
growth of investment, output, and productivity 
at home as well as in the overseas countries asso- 
ciated with France. But the significance of 
France’s accomplishments widely transcends the 
country’s frontiers. The reforms initiated by 
President de Gaulle, and their results thus far, 
deserve appraisal by the world at large. 

The case is interesting because inflationists 
frequently cited France as the prime example of 
how a country can increase its production while 
allowing its currency to erode in value. Yet, in 
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the end, the French nation decided that inflation, 
and the disrepute of the franc, had to be cor- 
rected to restore France’s position among the 
nations. 


France's successful economic stabilization is 
yet another proof that confidence in a nation’s 
currency can be restored with quick and conclu- 
sive results if a government impresses upon its 
people that impending dangers are critical and 
that there is no way out except by exerting 
great efforts and accepting temporary sacrifice. 
“Truth and austerity” — truth in prices and aus- 
terity in the conduct of finance, as the French 
President summed up the program — are power- 
ful forces when firmly implemented by well- 
conceived policies. To be fully effective, financial 
reforms must be accompanied by fundamental 
economic reforms. By lowering trade and pay- 
ments barriers, France has challenged its manu- 
facturers and merchants to meet foreign com- 
petition and to integrate themselves more fully 
into the European Common Market and world 
economy. These are no small achievements. 


The Inescapable Reckoning 


By June 1958, the chronic ills that had been 
sapping France’s economic strength during much 
of the postwar period — internal inflation and 
external insolvency — could no longer be treated 
by patchwork methods. France, it is true, had 
been increasing its output year after year, but 
this expansion was accompanied by seemingly 
intractable inflationary pressures. These pres- 
sures stemmed basically from excessive demands 
upon the country’s economic resources for con- 
sumption and investment and for covering the 
costs of the military actions in Indochina and, 
later, in Algeria. Political instability, evidenced 
by constant changes in government, and conse- 
quent vacillations in economic and financial poli- 
cies, complicated the problem. The fear of fur- 
ther inflation undermined the faith of the French 
people in the franc and led to a widespread 
flight into foreign currencies, gold, and other 
“real assets.” 


Many efforts had been made to arrest inflation 
but they proved abortive. In June 1958 when 
General de Gaulle formed his Government, the 
country was eager and willing to accept thor- 
oughgoing constitutional, political, and financial 
reforms. But something had to be done imme- 
diately to put the Government in funds. France 
had spent almost all of its reserves apart from 
a seman $609 million gold in the Bank of 
France, and additional borrowing facilities se- 
cured at the International Monetary Fund were 
used up. 
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Minister of Finance M. Antoine Pinay issued a 
3% per cent government loan that, apart from 
offering substantial tax exemptions, had its repay- 
ment value tied to the price of the 20-franc gold 
Napoleon. The loan brought in money to ease 
the Treasury’s cash position, including $170 mil- 
lion in gold. An amnesty made it possible to sell 
previously undeclared foreign assets without 
penalty. 


To prepare a reform program, the Minister of 
Finance appointed a commission of experts 
headed by a distinguished economist, M. Jacques 
Rueff, In a diagnosis presented to the Finance 
Minister early in June 1958, M. Rueff challenged 
as “simply absurd” the idea that: 


. . « France, alone in the world, should be characterized 
by a kind of congenital inability to earn her daily bread 
by her own labors. It is sufficient to state the problem to 
realize that the crisis in the balance of payments arises 
neither from the nature of things, nor from the behavior 
of the people, but from a particular feature of the con- 
duct of French finances: namely, inflation. . . . To restore 
the equilibrium in the French balance of payments, only 
one effective measure exists: to suppress the inflation. 


Strategy of Financial Reconstruction 


The commission’s recommendations, which the 
Government accepted almost entirely, were bold 


and tough. 


They were bold in that the general line of 
attack was to carry out the task of franc rehabili- 
tation within the framework of a free and open 
economy. This basic decision in turn led to a 
series of interrelated steps. First, to remove the 
gap between French prices and world prices, the 
franc was devalued from 420 to 493.7 francs to 
the dollar; this, in turn, made it possible to sup- 
press export subsidies and to free imports. To 
emphasize the irrevocable character of the new 
exchange rate, the commission proposed, and 
the Government agreed, to create a new mone- 
tary unit expressed by legislation in terms of 

old. The new unit, “the heavy franc”, is equal 
to 100 old francs and worth about 20 cents. 


Second, the franc was made convertible for 
nonresidents, for commercial as well as financial 
transactions, and the Government indicated its 
determination to restore full convertibility as 
quickly as possible. At the same time, France 
freed its imports to an even larger degree than 
it was bound to do under international agree- 
ments. In fact, trade liberalization, completely 
suspended in 1957, was brought up at one stroke 
to 90 per cent vis-a-vis other Western European 
countries and 50 per cent vis-a-vis dollar coun- 
tries; last July, the percentages were raised to 
93 and 60 per cent, respectively. 
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And third, confounding many skeptics, France 
fully assumed its many obligations under the 
European Common Market Treaty. 

At the same time, the reforms were tough. 
France’s financial reconstruction required, bas- 
ically, a reduction in the over-all government 
deficit to a level that could be financed safely 
out of the savings normally offered on the mar- 
ket. The Rueff commission concluded that, in 
1959, the Treasury could raise at most Fr. 600 
billion without recourse to inflationary financing. 
But preliminary drafts of the 1959 budget re- 
vealed a deficit of close to Fr. 1,200 billion. The 
government deficit, therefore, had to be halved. 

Since there were signs of a slowdown in the 
pace of business activity, the commission recom- 
mended no reduction in capital expenditures. 
Having regard to Algeria, it accepted military 
outlays as irreducible. The cost of servicing 
past loans and most civilian expenditures like- 
wise could not be cut, at least not immediately. 
The commission thus had a free hand only in 
dealing with the remaining types of expenditures 
and with revenues. 

It concentrated on slashing economic and so- 
cial subsidies, which it called “the most ominous 
feature of French finances.” All in all, a little over 
Fr. 250 billion of the deficit was eliminated by 
cutting subsidies and by raising the prices of coal, 
gas and electricity, and railway fares. In addi- 
tion, some Fr. 75 billion came from increasing 
contributions to, and reducing expenditures by, 
the French social security system. Pensions to 
certain categories of war veterans were elimi- 
nated. 

Simultaneously, measures were taken to sup- 
plement the fiscal program of 1958 and increase 
SS. revenues by Fr. 330 billion, largely 

y raising tax rates. A tax reform, aimed at re- 
ducing complexities of France’s tax system, get- 
ting better compliance, and strengthening in- 
centives for production, is now under active con- 
sideration. 

The Government, acting on the advice of the 
commission, dealt with built-in inflation by out- 
lawing arrangements automatically tying in- 
comes to prices. The sole exception was the 
basic national minimum wage bor the lowest 
paid workers. At the same time, however, the 
Government considered it socially necessary to 
increase the guaranteed minimum wage, civil 
service salaries, and the prices of certain agri- 
cultural products. 

The commission warned that the program will 
be difficult to carry out: 


It affects many interests and will arouse vigorous op- 
position. We nevertheless present it in the conviction that 
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the country must choose between a thoroughgoing reform 
to restore lasting stability and a resumption of the process 
of deterioration which, a few months ago, faced France 
with the irremediable consequences of exhaustion of her 
foreign exchange reserves. . . . 

But the plan we have to offer is an entity. Though 
some of its features may be modified, it will not lend 
itself to partial adoption. One does not half-rebuild an 
edifice that is crumbling. 

Results and Prospects 

The greatest achievement has been breaking 
the inflationary spiral and building a foundation 
of faith in the new franc. Despite the slashing 
of subsidies and the rise in import prices conse- 
quent upon the devaluation, the cost of living 
has increased by only 4 per cent. While the 
recent drift of prices has been slightly upward, 
most of the rise occurred early this year. To be 
sure, the atmosphere of European recession 
around the year end when the reforms took place, 
as well as good harvests, helped restrain the in- 
crease in prices; but this stroke of good luck 
must not be allowed to obscure the profound 
change that has taken place in France. 

Industrial production has more than recovered 
the ground lost during last year’s recession. As 
a result of improved business prospects, pri- 
vate capital outlays this year will be about 7 per 
cent above last year’s level, according to an 
official survey. 

France’s balance of trade, which had already 
improved during the second half of 1958, has 
recently shown a surplus. The upturn in exports 
has been brought about chiefly by enlarged sales 
of steel products and other manufactures; part 
of it has come from the growth of trade with the 
United States, somewhat exaggerated, of course, 
by U.S. demands for steel during the strike. 
Imports, which had fallen off considerably in 
the latter part of 1958 as a result of import re- 
strictions combined with recession, are still some- 
what lower than a year ago. 

While the trade surplus is small, France has 
had a sizable over-all surplus in its international 
payments. As a result, its gold and convertible 
exchange reserves increased at an average rate 
of $100 million a month from $1,050 million in 
December 1958 to $1,875 million in August 
1959, At the same time, France repaid some 
$300 million of its foreign debts and the French 
Exchange Stabilization Fund returned $300 mil- 
lion of foreign currency working balances to 
French commercial banks from which it had bor- 
rowed them last December. The gradual strength- 
ening of reserves has been followed by further 
relaxation of exchange controls. 

The inflow of foreign exchange has also been 
felt in the money market and, to a lesser extent, 


in the capital market. Buying interest in French 
Treasury bills has increased markedly. The in- 
flationary expansion in the money supply has 
been arrested. The Bank of France has relaxed 
the severe credit restrictions applied during the 
crisis and has reduced the discount rate, in 
stages beginning in October 1958, from 5 to 4 
per cent. Yields on long-term government bonds 
declined from somewhat over 7 per cent in May 
1958, prior to the formation of the de Gaulle 
Government, to 5.4 per cent in July 1959. 
Difficult problems remain, of course. Indeed, 
French Government spokesmen have warned re- 
peatedly that recovery is still “incomplete and 
fragile” and that “stabilization efforts must not 
be relaxed since the country has only just become 
convalescent.” 
Signs of renewed price advances, appearing 
recently, have led the Government to set official 
rices for certain foodstuffs; the cost-of-living 
ad reached a level which, if it kept up for an- 
other month, would bring about an automatic 
increase in the guaranteed minimum wage, which 
in turn might precipitate wage demands through- 
out industry. 


Moreover, government expenditures still push 
upwards, creating financing strains; for instance, 
some of the cuts in social security benefits and 
war —— had to be restored. Heavy outlays 
for developing Algeria, together with large in- 
vestments in Sahara oil, will make additional 
calls on next year’s budget. But the Government’s 
decision to keep the 1960 budget deficit within 
this year’s limit of Fr. 600 billion shows con- 
tinued determination to avoid recourse to infla- 
tionary financing. 

Externally, France wants to achieve a sizable 
surplus in its international payments to rebuild 
its reserves as well as to service its foreign in- 
debtedness totaling somewhat over $3 billion. 
Interest and amortization will require $267 mil- 
lion this year and $560 million next year. It is 
hoped, therefore, that either French exports will 
rise considerably above imports or that French 
citizens will begin to sell in appreciable amounts 
foreign exchange hidden abroad or gold lying 
idle at home. Gold holdings by Frenchmen are, 
as the Rueff report says, “beyond doubt ver 
great”; some unofficial estimates are as hig 
as $4 billion. 

After a quarter of a century of inflation, res- 
toration of faith in monetary stability does not 
come easy. It takes resolute adherence to sound 
financial principle. Encouragingly, for the first 
time in seven postwar franc devaluations, an ex- 
change adjustment has not been followed by a 
price rise cancelling its benefits. 
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OT THESE LADS. Maybe the runner will be 
tagged out at the plate, but for the threesome in 
the field box, the outlook is not so dubious. 

Grandfather is getting a tremendous kick out of 
taking the boys to their first big league ball game. But 
there is more to this story than that. 

With the assistance of his attorney and our staff he 
has established a carefully planned trust which will see 
him and grandmother nicely through the remaining 
years of their own lives...and the boys until they are 
fully capable of taking care of themselves. 

In naming First National City Trust as his trustee, he 
has wisely selected an organization highly qualified to 
act in his own best interests, and those of the boys. The 
Trust Company is never ill, never absent, never “too 
busy”. First National City Trust specializes, in per- 
sonalized financial planning, and has been doing so 
successfully for many decades. It is, in fact, one of the 


oldest and most widely experienced organizations of 
its kind. 

Would a trust strengthen your family situation? Our 
booklet “What You Should Know About Personal 
Trusts” may help you answer that question. Write for a 
copy today, or better still, stop in at any one of the 78 
convenient branches of our affiliate, The First National 
City Bank of New York. 
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